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Financial Crisis? The Liquidity Crunch of August 2007 



Summary 

Firms are said to be liquid when they are able to meet current obligations or 
short-term demand for funds. A firm is said to be solvent but illiquid when its assets 
exceed its liabilities but it is unable to liquidate assets rapidly enough to meet current 
obligations. Markets are said to be liquid when a large volume of financial securities 
can be traded without price distortions because there is a ready and willing supply of 
buyers and sellers. Liquid markets are a sign of normalcy. 

In August 2007, liquidity abruptly dried up for many firms and securities 
markets. Suddenly some firms were able to borrow and investors were able to sell 
certain securities only at prohibitive rates and prices, if at all. The liquidity crunch 
was most extreme for firms and securities with links to subprime mortgages, but it 
also spread rapidly into seemingly unrelated areas. The stock market experienced 
unusual volatility and investors rushed to buy the safest of all investments, U.S. 
Treasury securities. On August 31, Federal Reserve Chairman Ben Bemanke noted 
that “[although this episode appears to have been triggered largely by heightened 
concerns about subprime mortgages, global financial losses have far exceeded even 
the most pessimistic projections of credit losses on those loans.” 

The spread of disruptions from housing into other debt markets is an example 
of financial contagion, or systemic risk. Contagion spread among non-bank 
institutions: mortgage lenders, hedge funds, and issuers of various types of securities, 
including commercial paper, asset-backed securities, structured products, and debt 
supporting leveraged buyouts and takeovers. As fear of risk has increased, these 
institutions saw sources of credit vanish and struggled to meet existing financing 
commitments, to post additional collateral, and to cope with portfolio losses. Some 
financial institutions, primarily mortgage lenders and hedge funds, have been unable 
to resolve liquidity problems and have closed. In the months ahead, there may be 
more failures. 

Central banks, including the Federal Reserve, have responded by providing 
liquidity — injecting cash into the banking system and lowering interest rates — in 
order to prevent financial disruptions from slowing real economic growth. While 
financial “paper losses” have no direct effect on output or employment, there are 
channels through which changes in financial conditions may be transmitted to the 
real economy: for example, tight credit and equity markets restrain business 
investment in plant and equipment. 

In the wake of the liquidity crunch, policymakers may consider several areas for 
reform. Could regulation have prevented current problems in the mortgage market? 
Should credit rating agencies, like Moody’s and Standard & Poor’s, be subject to 
more oversight by the Securities and Exchange Commission? Should the non-bank 
institutions that have been central to this episode be subject to greater regulatory 
supervision or information disclosure requirements? This report analyzes the causes, 
progress, and broad policy issues raised by recent liquidity problems, but does not 
address proposals to alleviate distress in the housing sector. 
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Introduction 

Financial markets suffered significant disruption in August 2007. Certain 
financial instruments, especially mortgage-backed collateralized debt obligations 
(CDOs), became illiquid, that is, they became difficult to sell at any price. Liquidity 
problems then spread across other credit markets as investors feared that losses 
linked to housing securities might affect a broad range of market participants. There 
was a “flight to quality” as investors shifted funds into the least risky securities, such 
as U.S. Treasury securities. As a result, many types of corporate and financial 
borrowers — even some with few or no links to mortgage markets — had trouble 
obtaining credit, whether to fund new projects or transactions, or to refinance existing 
debt. The stock market experienced unusual volatility, although the Dow Jones 
Industrial Average actually gained 156 points during August. 

The financial volatility observed in August is particularly significant because it 
illustrates how stress in one financial market — in this case, housing — may spread 
to other markets, causing losses to investors and intermediaries not directly involved 
in the market where the trouble originated. These events raise questions about the 
ability of policymakers to respond to financial crises since an increasing share of 
credit market activity now occurs outside the banking system, in unregulated 
institutions such as nonbank mortgage lenders and hedge funds. 

This report describes the preceding events that instigated the August 2007 
liquidity crunch, followed by the major events that occurred during the crunch. It 
then analyzes the structure of financial markets today to identify underlying causes 
for the crunch. It ends by analyzing policy issues raised by the liquidity crunch 
relating to macroeconomic stabilization policy and financial regulation. 



How We Got Here 

The Housing Boom and Bust 

House prices in some regions grew rapidly after interest rates declined in 2001. 
Adjusting for inflation, real U.S. house prices rose 34% during 2000-2005 (they rose 
51% if not adjusted), which is more than double any five-year rate in the past 30 
years. Specific regions experienced even faster appreciation; in 2004 alone, housing 
in Miami, Los Angeles, and West Palm Beach appreciated more than 20% and Las 
Vegas appreciated 35%. Figure 1 shows that the rate of house price appreciation, 
year over year, reached 13% in 2006, and then plunged to 3% by mid-2007. There 
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are three important points to make about this figure. First, as of mid-2007, average 
prices of single family homes were not yet falling, according to the Office of Federal 
Housing Oversight’s home price index (although prices were already falling 
according to some other data sources). Many housing analysts believe that prices in 
this data set may be lagging actual prices, however. Second, national averages mask 
regional differences. Prices in certain areas are still appreciating relatively rapidly, 
whereas other areas are currently declining. Third, types of housing not covered by 
this data series, such as condominiums, may have experienced a very different pattern 
of appreciation. 

Figure 1. Appreciation of House Prices, 1996-2007 




Source: Office of Federal Housing Enterprise Oversight. 

Notes: The figure is based on a repeat sales index of single family homes with conventional loans. 
It measures the nominal appreciation in price of a given house from the first time it was sold to the 
second time it was sold. 

In rapidly appreciating regions, many borrowers refinanced their mortgages 
quickly, both because they could tap this new equity for other purposes and because 
the increased equity could improve their credit profile and allow them to borrow on 
better terms. As a result, mortgage products designed to be refinanced after a short 
period of time, such as so-called 2/28s, “interest only” adjustable rate mortgages 
(ARMs), ARMs with “teaser rates,” and option ARMs, 1 became increasingly popular 



1 A “2/28” is an adjustable-rate mortgage where the rate is fixed for the first two years, then 
adjusts for each of the next 28 years. “Interest only” ARMs have an introductory period 
where no principal is paid off. “Teaser rates” refer to ARMs with an introductory interest 
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